the facilities of the cable companies directly to challenge the incumbent local telephone
companies. Early fruitions of these developments are the recent announcements by the
Southwestern Bell cable system in Montgomery County, Maryland, that it will provide
ubiquitous local telephone service in competition with Bell Atlantic and by Time Warner
that it will offer local telephone service in Rochester, New York, in direct competition with
Rochester Telephone.” Almost simultaneously, MFS, one of the largest CAPs, which
already has authority to provide local service in Maryland and New York State, announced
that it would do so also in Rochester.> In addition, nonwireline cellular companies, using
the radio spectrum, offer a means of access to a growing body of subscribers alternative to
that of the LECs. Subscribers to cellular telephone accounted for 11.5 percent of all
households in 1992 and are growing at some 46.5 percent a year.* This trend explains
AT&T's planned acquisition of McCaw cellular and MCI’s $1.5 billion investment in Nextel,
another wireless provider. Other potentially even more ubiquitous wireless offerings, such
as personal communication services, are on the horizon.

(5) The proliferation of competitive alternatives has been most extensive in the
case of LEC access services, where it has been actively supported by this Commission and
state regulatory bodies. These growing pressures are not surprising considering that these
services, and particularly high volume access services for business customers, are provided
in heavily concentrated and relatively small geographic areas and have historically been
priced at artificially high levels in order to subsidize residential local rates. These two
factors--high geographic concentration and large markups--encourage customers to bypass
the LEC facilities. For example, MCI recently announced plans to "wage the biggest war
[they] possibly can" on the local telephone companies, including $2 billion of investment

ZSouthwestern Bell Plans Phone Service For Its Cable Customers in Sibling’s Turf," The Wall Street
Journal, May 23, 1994; "Time Warner Plans to Provide Switched Telephone Service In Rochester After
Approvals Are Received,” Time Warner Cable Corp. Affairs, May 16, 1994.

3"Ml"S, Following Time Warner, to Enter Local Phone Market in Rochester, NY,” The Wall Street Journal,
May 19, 1994, p. BS.

#1993-1994 Telecommunications Market Review and Forecast,” North American Telecommunications
Association, p- 90. Statistical Abstract of the United States 1993, U.S. Department of Commerce, p. 55.
Growth rate is for the period 1989-1992. According to Cable Telecommunications Industry Association (CTIA)
there are now 16 million subscribers to cellular service. The Wireless Factbook, Spring 1994, p. 1.



in providing alternative access to long distance providers (such as itself) in the top twenzy
markets in the country’ In addition, competitive access providers (CAPs) provide
dedicated access lines in the downtown business districts of virtually every large
metropolitan area, linking customers and long-distance carriers, in direct competition with
the LECs. CAPs have also begun to add switching capacity to their local networks and
switched services to their mix of offerings.® The declining cost and increased versatility of
switching has likewise made possible the proliferation of privately-owned networks. In
consequence, more business phones in the United States are today linked, in the first
instance, to their own local exchanges or switches (PBXs) than to those provided by a local

telephone company.’

I11. THE SUPERIORITY OF COMPETITION OVER REGULATED MONOPOLY

(6) There is a broad consensus in the United States, based on experience in
industry generally and in telecommunications in particular, that wherever it is feasible,
competition is superior to franchised monopoly, however closely regulated, in serving the
consumer and public interest. Since this is a conviction that the Commission itself shares
and has often expressed,® it would be superfluous for me to belabor the point: regulation
can, at best, emulate the results of competition in holding or driving prices to cost; but, as

practitioners and students of regulation alike have long recognized,’ traditional regulation,

5*MCI Proposed a $20 billion Capital Project,” The Wall Street Journal, January S, 1994, p. A3.

6"Michigan, Illinois, New York See New Local Competition Action,” State Telephone Regulation Report,
Apnl 21, 1994, pp 5-6 and undated MFS Advemscment M Order No 71158, Annjmg_n_g_f_Mﬁ

5;__9§,CascNo 8584(Md.PSCApnl?.$ 1994).

Pcter W Huber, Michael K. Kellogg and John Thorne, The Geodesic Network II, 1993 Report on
(Washington, D.C.: The Geodesic Company, 1992, hereinafter Geodesic
Network II), Table 22, p. 2.3

#For example, seg¢ "Decisions and Reports of the Federal Communications Commission of the United

States,” Federal Communications Commission Reports, Vol. 96, Second Series, August 1-September 30, 1984,
pp. 47-48.

%For a review on this, sce Kahn, Alfred E., The Economics of Regulation, Vol. II, Chapter 2, See also Noll
(1989) (Noll, Roger, "Economic Perspectives on the Politics of Regulation," in Handbook of Industrial
Qrganization, Vol. II, eds. R. Schmalensee and R.D. Willig, Elsevier Science Publishers B.V., 1989).



which has been essentially cost-plus in character. is inherently incapable of ensuring that
those costs themselves are minimized; and even reformed, incentive regulation--such as the
price caps that the Commission has embraced--is incapable of fully replicating the constant
pressures that competition exerts on suppliers to improve their efficiency. Nor can
regulated monopoly match the performance of companies subject to the incessant
disciplines of competition to innovate--to offer consumers a constantly evolving variety of
services and bundles of services, both old and new.

(7) Regulation, no matter how enlightened, is particularly incapable of
matching the competitive process in those aspects of performance--crucially important in
the technologically dynamic telecommunications industry--that cannot be predicted. The
essence of the case for deregulation is the unpredictability of what will prove to be the
optimal structure or performance of any industry, and especially one subject to rapid
technological change. Market participants under the discipline of the competitive process
have an ability to probe the limits of the unpredictable and the unforeseeable and to adapt
nimbly if they are to survive that cannot be matched under any regulatory scheme. If and
as competition becomes feasible, even if only imperfectly so, the best course is to abandon
all direct regulation and concentrate on making competition work as well as possible.

(8)  These considerations underline the importance, in this proceeding (and all
other such), of the Commission modifying such regulations as continue to be necessary, in

ways that duplicate as fully as possible the incentives and processes of competition.

Iv. THE CONTINUED NEED FOR REGULATION AND CONSEQUENT
DISTORTIONS AND SUPPRESSIONS OF COMPETITION

(9) Competition has not, of course, developed at the same pace in all
telecommunications markets, and for this reason regulation will continue to be necessary
to protect customers who do not yet enjoy its protection sufficiently. This is particularly
true of basic local service to residential and small business subscribers and to some extent
of LEC access services to competitors--although, to repeat, large business customers,
particularly in concentrated metropolitan areas, already have effective competitive

alternatives and recent technological changes permit us to predict with some confidence



that even the former, core business will be subject to increasingly intense, diversified
competitive challenges in the near future.

(10) On the other hand, it has become increasingly clear that the particular
protections that regulators have enacted in response to these continuing needs have often
either been or have become incompatible with efficient competition--either distorting or
actually suppressing it."”

(11) This has been true, first of all, of the regulatorily-prescribed rate structures
of the incumbent telephone companies. Because those structures have generally
incorporated deliberate, massive subsidizations of some services--particularly basic local
service to residential subscribers and in rural areas--at the expense of others--most
prominently access services to businesses in concentrated urban areas and toll--they have
created strong artificial incentives for competitors to enter the latter, overpriced markets,
whether or not they are the more efficient suppliers.

(12) Second, continuing regulatory restrictions on the LECs--such as required
approvals, cost justifications, reporting requirements and restrictions on their prices--bearing
on them but not on their competitors, not only handicap them in competing but to this
extent also deprive consumers of the full benefits of their possible competition, enabling
rivals to obtain business by pricing at levels just below the prevailing regulatorily-prescribed
rates. For example, it is surely anomalous, as Bell Atlantic points out, for it to be subject
to these kinds of restrictions on its pricing of such very competitive offerings as high-
capacity access services.

(13) Such handicaps are often justified, either explicitly or implicitly, on the
ground that the entrants require some preferences in order to give them a fair opportunity
to enter markets and so eventually to give the public the benefits of competition.
Deliberate efforts to "jump start" competition in this way, whether by giving preferences to
the entrants or handicapping incumbents, constitute a form of infant industry or infant

company protection.

10The following discussion draws in part on my "The Uneasy Marriage of Regulation and Competition,”
Telematics, Washington, DC, September 1984



(14) While it is not possible to state, as a general proposition, that infant
industry protections are unequivocally incorrect, most economists would question their
wisdom in most circumstances. First, they inevitably impose immediate costs on consumers
and the economy because, by placing restrictions on the freedom of incumbents to compete
or higher costs on them than their rivals, they prevent business from being distributed
among competitors on the basis of their relative costs. Second, while those costs are
tangible and certain, the benefits are not: it is virtually impossible to determine in advance
that a would-be competitor both requires and deserves some special preference--that is to
say, that the long-term benefits to consumers of the competition encouraged in this way,
properly discounted for both their futurity and their uncertainty, exceed the costs. The
lesson of history, instead, is that so long as companies are insulated from competition, they
are, to that extent and for that reason, less likely ever to "grow up" and undertake to
compete without such special protections. The system encourages them, instead, to devote
their energies primarily to seeking (before both regulators and the courts) to perpetuate
their preferential subsidies and protections. The history of U.S. telecommunications
regulation amply confirms the importance and dangers of this kind of continual "rent-
seeking." For all these reasons, it is preferable by far to leave determinations of the long-
term prospects of new and uncertain ventures to the market generally and to financial
markets in particular: if a new venture of this kind is indeed meritorious, the general
presumption is that investors will be willing to supply the necessary capital.

(15) This preference is particularly compelling as it relates to would-be
competitors in telecommunications, where ‘the principal aspiring entrants are obviously
neither newcomers nor "infants." The most prominent ones are either themselves or
affiliates of long-distance carriers like AT&T and MCI or cable companies or
manufacturers of electronic equipment or of computers, like Motorola. Among the largest
competitive access providers are MFS, a subsidiary of a large international construction
firm, and Teleport, which is jointly owned by Cox Enterprises, TCI and Time Warner,
among others; and, as I have already pointed out, some of the threatening direct
competitors of local exchange companies are combinations of the country’s largest multiple

cable system operators and domestic or foreign telephone companies.
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(16) The differences in the price cap regulation applicable to the LECs on the
one side and such competitors as AT&T and the cable companies (the latter in alliance in
some cases with MCI, in others with large out-of-region telephone companies), on the
other, represent another possible source of distortion of the competition between them.
Those competitors are subject to "pure" price caps--indexation for inflation less a
productivity offset. The LECs’ price caps, in contrast, continue to incorporate a number
of elements of rate of return regulation, such as "sharing" and "lower bound" adjustments
and the use of regulatorily prescribed depreciation rates. As I will explain presently, the
pure price cap schemes provide superior incentives for new investment and innovation. In
a situation of intensifying competition among these entities, any such impediments to the
LECs upgrading their own local networks--to provide superior interconnection for
interexchange communications or video services--would presumably subject them to
competitive disadvantages unrelated to their potential efficiency, with consequent injury,
ultimately, to the consuming public.

(17) Similarly, whatever justification they may have in terms of preventing unfair
competition, categorical exclusions of the LECs from offering competitive services--such as
the Cable Act’s ban on offering video programming in their own service areas and the
provisions of the MFJ barring the Bell Operating Companies from offering interLATA
services and manufacturing equipment--are inherently anticompetitive. Manifestly,
preventing unfair competition by flatly prohibiting competition entirely on the part of its
feared perpetrators is the most anti-competitive way conceivable of achieving the desired
protection. The costs to the consuming public are probably large because of the versatility
of telecommunications technology and the extensive economies of scope--the economies of
using common productive facilities and managerial competence to offer a multiplicity of
services--that it exhibits.

V. THE DIRECTIONS OF ESSENTIAL REGULATORY REFORM

(18) The adaptation of regulation to the increasingly pervasive intrusion of
competition into telecommunications markets is, necessarily, a continuing process. Overall,
the trend in the country at large is unmistakably in the direction of a coherent policy of
permitting and promoting free and efficient competition by all participants, including the



.9 .

LECs, and subjecting the latter companies to the discipline and incentives of the market.
This means, primarily, abandonment or severe modification of the protectionism of the
regulated entities and their distorted price structures entailed in restrictions on competitive
entry, on the one side, and of regulatory handicapping of incumbents, on the other. And
it means devising methods of regulating services in whose provision competition has not
fully developed in ways that protect consumers without incumbering and handicapping their
providers in competing elsewhere. Those various adaptations remain only partial and
incomplete, however; and inconsistencies, distortions and dilutions of entrepreneurial
incentives remain.
A. i i rice for r -T lati

(19) The Commission, along with most other students of regulation, has already
recognized the benefits of substituting direct price for rate-of-return regulation. The most
important is that price ceilings mitigate the cost-plus character of traditional regulation and
therefore provide the companies with enhanced incentives to be efficient and innovative,
and--specifically in the case of telecommunications--to invest in upgrading their
infrastructure in order to be able to offer new services. In these various ways, regulation
is reformed so as more closely to approximate the ways in which competition works.!!

(20) So long as the price caps continue to be tested from time to time against
the rate of return they produce, as they are under the current plan applicable to the LECs,
the perverse effects of cost-plus regulation on the companies’ incentives will not be entirely

eliminated. The same is true of the provisions for sharing and backstops'%: they dilute

"As the FCC stated clearly in 1988,

This ’price-cap’ approach to regulation replicates the competitive process more
accurately because it allows carriers to increase their earnings by innovating in the
provision of service and reducing their costs. At the same time, the presence of the cap
protects ratepayers by limiting carriers’ flexibility to increase earnings by raising prices,
padding costs or engaging in cross-subsidization. Moreover, in the long run, this system
should be less complex to administer and should reduce regulatory costs.

Further Notice of Proposed Rulemalking In the Matter of "Policy and Rules Conceming Rates for Dominant
Carriers”, CC Docket No. 87-313, released May 23, 1988.

12I-‘CC Policy and Rules concerning Rates for Dominant Carriers (CC Docket No. 87-313), Report and
Order, adopted September 19, 1990.
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the complete transfer from ratepayers to shareholders of the risks and benefits of
unsuccessful or successful performance. The longer the interval between reexaminations
of the price caps and the wider the range of achieved rates of return that regulators, the
utility companies and the public can tolerate, the closer will be the approximation to the
workings of competition. The ultimate reform is, clearly, to sever the link between costs
and rates and to subject the LECs to "pure" price caps, just as the Commission has already
done in the case of AT&T and the cable industry.

(21) The extraordinarily great importance of innovation in telecommunications
provides the strongest reasons for eliminating all vestiges of rate base/rate of return
regulation. By narrowing the range of profits that companies may expect to obtain from
such ventures--and, as part of the same process, by typically permitting the current recovery
of depreciation at rates widely recognized as unrealistically low for industries subject to
rapid technological change'*--those remaining elements of rate of return regulation tend
to inhibit the undertaking of risky innovations.”* This damping tendency is accentuated
by the understandable reluctance of regulators fully to pass on to ratepayers the sometimes
very large costs of ventures that turn out unsuccessfully. Those remaining elements
therefore have a tendency not merely to narrow the range of expected profit outcomes but
to do so asymmetrically--giving rise to an expectation that risk-taking companies may be
denied the ability to recover the costs of unsuccessful ventures while being denied also the
ability fully to retain the offsetting profits of successful ones.

(22) The competitive ideal is that risks of innovative ventures be borne not by
ratepayers but by investors. In this model, ratepayers are not required to bear the losses
stemming from unsuccessful investments; by the same token, neither are they permitted to

appropriate the profits stemming from successful ones. The converse of this proposition

B3See Kahn The Economics of Regulation, Vol. 1, pp. 117-122, "Depreciation Policy and Technological
Progress,” and Vol. 2, pp. 146-47, 149-50.

141 observed this tendency more than 20 years ago, while at the same time offering the opinion that its
practical effect was probably slight. [bid., Vol. 1, pp. 53-54. This was however before some of the large write-
offs of the 1980s. See also Crandall, After the Breakup: U.S. Telecommunications in a More Competitive Era,
Washington, DC: Brookings Institution, 1991, Chapter 3.
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is of course that if the risks are to be borne by the investors, they must see the opportunity
of retaining the supernormal profits from successful ventures.

(23) We have in the last very few years experienced a growing public recognition
of the very large benefits to the economy at large of encouraging major investments by the
telephone companies in what it is now a cliché to refer to as information superhighways--
requiring very large investments in the digitalization of their networks and conversion to
fiber optic transmission--while avoiding the imposition of unreasonable burdens on the
subscribers to basic service. These investments--and the public’s attitude toward them--have
several characteristics arguing strongly for taking them fully out from under any remaining
elements of traditional rate base/rate of return regulation. First, they are very large and
very risky: their profitability will depend heavily on their ability to deliver new, diversified
services the demand for which is highly uncertain and the offer of which may well be highly
competitive. Second, despite the widespread conception that a modern electronic highway
is likely to have very large external benefits to society at large--in terms of reducing
congestion, saving transportation costs, permitting the superior delivery of such heavily
publicly-funded services as education and health care and contributing powerfully to the
increase of productivity and international competitiveness--there is a great reluctance to
expend large sums of public money on their development. This is so not only because of
the ubiquitous constraints on government budgets but also because of the inevitable
uncertainty, in an environment of constantly changing technology, about the wisdom of
particular investment programs. The third factor is the preoccupation of public policy
makers with keeping the price of basic telephone service low and affordable, so as not to
jeopardize the universality of subscription to it, and so with not permitting these
investments to impose a burden on basic rates.

(24) 'These considerations lend added weight to the reform of the present LEC
price cap plan that I have already recommended--substitution of a pure price cap on
services for which competition has not fully developed and that we are determined to keep
affordable, regardless of what happens to overall company costs and revenues. Such an
arrangement has the virtue not only of protecting purchasers of the latter services from the
outcomes of these huge new investments and the profitability or unprofitability of the

services that they promise to be able to deliver; it-also has the at least equal virtue of



placing on the shareholders of the private companies the responsibility and the risks of the
major new investments required, along with the undiluted incentive to assume those risks
because they will profit fully and without dilution to the extent the investments prove
successful.

(25) Pure price cap regulation has the additional great virtue of making it
possible to relax the restrictions on the ability of utility companies to compete and so
mitigates the distortions of competition that those restrictions entail. Under rate of return
regulation--and, to a lesser extent, under price cap schemes that retain elements of rate of
return--there is always at least a theoretical possibility that the utility company, having
reduced the prices of its competitive services, may be able to return to the regulator and
obtain the right to raise prices of its less competitive services, in order to enable it to earn
at the authorized level overall. This danger in turn provides the rationale for regulators
setting floors under the competitive prices, with the enthusiastic support of the utility
companies’ rivals, floors typically above incremental cost--in order to make a "fair
contribution" to the company’s overall revenue requirements--and therefore at potentially
inefficiently high levels.

(26) This is not to deny the possibility that unregulated companies as well may
engage in predatory pricing. What makes no sense in unregulated markets, however--and
also makes no sense under pure price caps--is cross-subsidization: there is no reason for
unregulated firms not to have set the prices of their less competitive services at profit-
maximizing levels already and firms subject to pure price caps not to have set them at the
most profitable level permitted by the caps. In both situations this leaves no opportunity
for recoupment of net revenue losses flowing from predation. We do not in unregulated
markets guard against possible predation by setting floors under the prices of competitive
services: it is widely recognized that such a practice would be far more likely to suppress
competition, on balance, than to protect it. It is only the presence of rate base/rate of
return regulation that creates the possibility of recoupment and therefore of cross-
subsidization.

(27) The obvious solution to the problem of potential cross-subsidization,
therefore, is not to put floors under the prices or otherwise hamstring the telephone

companies in competitive markets but to abandon any remaining elements of rate base/rate
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of return and substitute for it direct regulation of the prices of monopoly services, in this
way breaking the link between those prices and overall company costs, prices and revenues.
In its pure form, direct price regulation eliminates any entitlement of regulated companies
to recover from monopoly customers any reductions in rate of return resulting from price
cuts in competitive markets. It correspondingly eliminates any incentive of the regulated
companies to shift costs from unregulated or competitive to less competitive services.
Under price caps--or any form of incentive regulation that breaks the link between
observed costs and prices--the LEC is no more able to cross-subsidize than an unregulated
firm: if it invests money in the destruction of its rivals, it will have to absorb that
investment as a reduction in its earnings and hope to recoup its losses later under more
favorable circumstances.

(28) Yet another benefit of adopting pure price caps is that it would free LECs
to pursue economically correct depreciation policies henceforward. Because prices would
no longer be linked to earnings, measured by regulatorily prescribed accounting, the factors
that have historically induced regulators to prescribe (what are widely recognized to have
been) unrealistically slow depreciation policies for such purposes would no longer apply.
Once prices are capped, the adoption of faster depreciation rates thereafter would not
affect prices but would instead come out of reported profits.

B. Deregulation of competitive services

(29) The logic of this reform is so widely acknowledged, it seems superfluous
to do more than mention it; but, clearly, as services become subject to effective
competition, the proper solution is simply to deregulate them and, in so doing, eliminate
all regulatory asymmetries and distortions of competition between the LECs and their
rivals. Moreover, individual services should be removed from regulation as soon as they
become competitive, and should be removed from regulation across whatever geographic
area competition is present. It would be nonsense, for example, to suggest that no service
should be deregulated until all services are competitive or to suggest that a service that is
clearly competitive in one geographic area should not be deregulated in that area because
it may not be competitive in some other geographic area--no matter how distant. This
reform, unexceptionable in principle, may of course raise problems in practice: it can be

very difficult in particular cases to obtain agreement among all interested parties about



services are or are not subject to effective competition. It is partly--but only partly--in
recognition of these problems of administering this unexceptionable rule that [ strongly
support the following two additional reforms.
C Deregulation of all new services

(30) The case for prompt deregulation of all genuinely new services does not
depend on specific prior determinations that the relevant markets are effectively
competitive. The logic of extending the deregulation of all effectively competitive services
to all new services--whether or not subject to effective competition--is straightforward. To
the extent that services are truly new, the conception of monopoly power in their provision
is of dubious meaning or significance. New services offer customers additional alternatives
not available to them previously. In the broader sense, therefore, their introduction is
fundamentally a competitive rather than a monopolistic phenomenon, even though they
may be distinctive and the innovator may be in a position to earn supernormal profits from
them. It is difficult to see any justification, for example, for subjecting Bell Atlantic’s
proposed new video dialtone service to price cap regulation--all the more so because it will
compete with the established services of the incumbent cable companies.

(31) As the distinguished economist Joseph A. Schumpeter emphasized, the
process of innovation--which he characterized graphically as a "process of creative

destruction"’-

-is a profoundly competitive phenomenon, which, at one and the same time,
creates temporary monopolies and destroys preexisting ones. Those temporary monopolies
provide both the necessary incentive and reward for risk-taking innovation, the primary key
to economic progress. There is no reason to deny an innovator the rewards of being first--
denial would inhibit innovation--and it should not matter whether the innovator is an LEC
Or a new entrant.
D. Deregulation of all non-core or discretionary services

(32) In my firm judgment, the logic of the market and of entrusting the
exploitation of telecommunications technology to unconstrained entrepreneurialism--subject

only to such economy-wide governmental protections as are embodied in the antitrust laws--

133, Schumpeter, Capitalism, Socialism and Democracy, Harper Colophone Books, 3rd Ed. 1975) at 81 (title
of Chapter VII). -
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requires taking out of public utility regulation all non-core, non-basic or otherwise

discretionary services--even services of which the telephone company may be the sole

supplier, for the following reasons:

L.

)

These discretionary services can in no sense be considered essentials or virtual
essentials of life, like electricity or water or basic telephone service, such as have
traditionally been the principal focus and rationalization of rate regulation.
Imposing regulatory constraints on the provision of such services, both new and
old, inhibits entrepreneurialism and innovation. As I have already asserted, the
fullest possible probing of the possibilities inherent in modern
telecommunications technology calls for freeing private enterprises to undertake
fully the risks of innovation--both marketing and technological--with the prospect
of full enjoyment of the rewards of successes, inhibited by neither the need for
regulatory approvals nor the prospect of regulatory recapture of the gains from
them.

So far as existing discretionary services are concerned, many of them already have
effective alternatives--answering machines for call-forwarding or E-mail, for
example. For those that do not, opening their provision to the superior
constraints of competition seems imminently possible, as the LECs comply with
the regulatory requirements the Commission has already adopted--such as
comparably efficient interconnection, open network architecture and collocation.
Even with respect to existing non-basic services in the provision of which the
LECs may have monopoly power, what is required is a resolution that continues
to reserve for the benefit of protected customers the profits that have historically
flowed from those services to hold down charges for services that may be
considered essential--particularly the basic monthly charge to residential
customers. This is typically accomplished under rate cap regulation by beginning
the future indexation of the affected rates at the historic level, which already
reflects that contribution. It is not a question, therefore, of freeing the LECs to
reap new and additional monopoly profits from preexisting discretionary services:
they have typically been priced already to maximize the contribution to basic
service. In this way, however, incremental profits or shortfalls that might flow
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from changes in market circumstances--whether reflecting good or bad luck.
improvements or failures of efficiency, successful or unsuccessful innovation--

would accrue to investors, as the competitive ideal requires.

VL CONCLUSION

(33) The ultimate ordering of telecommunications that I envision in this
testimony, and that I believe the Commission envisions as well, is one in which the
exploitation of the enormous potential of its dynamic technology would be left to the profit-
seeking enterprise of any and all participating and potentially participating suppliers, risking
their own capital in offering whatever services they think may have a profitable market,
constrained only by the competition of others engaged in similar ventures and by a
continuing public commitment to preserving the universality of basic or essential service.

(34) This means, ultimately, freeing not only any and all potential entrants but
also the incumbent LECs: to offer whatever new services they wish, wire-based and radio-
based, both locally and outside their traditional local service areas; to enter whatever
markets they see fit to enter, whether by new investment or by acquisition (the latter
subject only to the scrutiny of the antitrust laws), bearing the full risks of loss from any
unsuccessful ventures, in exchange for the unrestricted right to the full profits from
successful ones; to take such actions without prior regulatory approvals or subsequent
second-guessing; and to compete without restrictions that are not imposed on their
competitors.

(35) This means, in the present proceeding, that the Commission should adopt
a pure price cap regulatory scheme for the LECs, remove one-sided regulatory restraints
that limit their ability to compete and remove from regulation services that are competitive,
new and/or discretionary. Ultimately, this means full deregulation of price, conditions of
service, service offerings and of entry and exit from any and all telecommunications

markets.
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Marketing, Federal Trade Commission, Antitrust Division of the Department of Justice, the U.S.
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Department of Agriculture and the City of Denver on charging and financing of Stapleton
Airport.

He has received L.L.D. honorary degrees from Colby College, Ripon College,.
Northwestern University, the University of Massachusetts and Colgate University, and an
honorarv D.H.L. from the State University of New York, Albany; he also received the
Distinguished Transportation Research Award of the Transportation Board Forum, The Alumni
Achievement Award of New York University, the award of the American Economic
Association's Transportation and Public Utilities Group for Outstanding Contributions to
Scholarship, The Henry Edward Salzberg Honorary Award from Syracuse University for
Outstanding Achievement in the Field of Transportation, and the Burton Gordon Feldman
Award for Distinguished Public Service from Brandeis University; and was elected to
membership in the American Academy of Arts and Sciences and Vice President of the
American Economic Association. He is a regular commentator on PBS's "The Nightly Business

Report.”

He has testified before many U.S. Senate and House Committees, the Federal Power
Commission, the Federal Energy Regulatory Commission and numerous state regulatory bodies.

Professor Kahn’s publications include Grear Britain in the World Economy: Fair
Competition: The Law and Economics of Antitrust Policy (co-authored); Integration and
Competition in the Petroleum Industry (co-authored); and The Economics of Regulation. He has
written numerous articles which have appeared in The American Economic Review. The
Quarterly Journal of Economics, The Journal of Political Economy, Harvard Law Review, Yale
Journal on Regulation. Yale Law Journal, Fortune, The Antitrust Bulletin and The Economist.
among others.

EDUCATION:

YALE UNIVERSITY
Ph.D., Economics, 1942

UNIVERSITY OF MISSOURI
Graduate Study, 1937-1938 .

NEW YORK UNIVERSITY
M.A., Economics, 1937
A.B. (summa cum laude), Economics, 1936

EMPLOYMENT:

1961-1974 NATIONAL ECONOMIC RESEARCH ASSOCIATES, INC.
1980~ Special Coasultant
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1947-1989

Spring 1989

1978-1980
1978-1980
1977-1978
1955-1957
1943
1943
1942

1941-1942

1974-1977

1940,
1950-1951

1945-1947

1944-1945

1943-1944

1937-1938
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CORNELL UNIVERSITY
Assistant Professor; Associate Professor; Robert Julius Thorne Professor of

Economics; Robert Julius Thorne Professor of Political Economy, Emeritus,
1989-: Chairman, Department of Economics: Dean, College of Arts and
Sciences; on leave 1974-80.

NEW YORK UNIVERSITY SCHOOL OF LAW
Visiting Mever Professor of Law

UNITED STATES GOVERNMENT

Advisor on Inflation to President Carter

Chairman, Council on Wage and Price Stability

Chairman, Civil Aeronautics Board

Senior Staff, Council of Economic Advisors to the President

U.S. Army, Private

War Production Board

Associate Economist, International Economics Unit, Bureau of Foreign and

Domestic Commerce, Department of Commerce
Associate Economist, Antitrust Division, U.S. Department of Justice

NEW YORK STATE PUBLIC SERVICE COMMISSION
Chairman

BROOKINGS INSTITUTION

Staff Economist

RIPON COLLEGE
Assistant Professor, Chairman, Department of Economics

TWENTIETH CENTURY FUND
Research Economist

COMMISSION ON PALESTINE SURVEYS
Economist

UNIVERSITY OF MISSOURI
Teaching Assistant

CONSULTANCIES AND PROFESSIONAL ACTIVITIES:

1993
1992

1992
1992
1991
1989
1988-1990
1985

Court-appointed expert in State of New York v. Kraft General Foods, Inc.,
et al.,, U.S. District Court, S.D.N.Y.

New Zealand Telecom on the progress of competition in New Zealand
telecommunications

Rochester Telephone Company on corporate restructuring and deregulation
Russian Government on economic reform

British Mercury on terms of competition with British Telecom

City of Denver on charging and financing of Stapleton Airport

Attorneys General, New York and Pennsylvania, on airline mergers
Attorney General, State of Illinois, on Illinois Bell rates
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1981-1984
1981-
1980-1982
1968

1966
1965.1974
1963-1964
1960-1961
1957-1961
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City of Long Beach, California. the Coca-Cola Company and American
Alrlines on antitrust litigation

Economic commentary, Nightly Business Report (PBS)

Advisor to Governor Carey on Telecommunications Policy

Ford Foundation

National Commission on Food Marketing

Federal Trade Commission

Antitrust Division, Department of Justice

U.S. Department of Agriculture

Boni Watkins, Jason & Co.

See also the list of testimony below.

MEMBERSHIPS:

1992-
1992-93
1991-
1990-92

1986
1983-89

1983-90
1982-
1982-1985
1980-1986
1978-1979
1975-1977

1974-1975
1974-1977
1974-1977
1974-1977

1968-1974
1965-1967
1967-1969
1964-1969
1961-1964
1953-1955

Member, New York State Telecommunications Exchange

Member, Ohio Blue Ribbon Panel on Telecommunications Regulation

Board of Editors, Review of Industrial Organization

Chairman, International Institute for Applied Systems Analysis Advisory
Committee on Price Reform and Competition in the USSR

Governor Cuomo’s Advisory Panel on public power for Long Island
Governor Cuomo's Fact-finding Panel on Long Island Lighting Company's
Nuclear Power Plant at Shoreham, L.I

New York State Council on Fiscal and Economic Priorities

The American Heritage Dictionary Usage Panel

Governing Board, Common Cause

Director, New York Airlines

National Commission for the Review of Antitrust Laws and Procedures
Project Committee, Electric Utility Rate Design Study, Electric Power
Research Institute

National Academy of Science Review Commission on Sulfer Oxide Emissions
Public Advisory Board, Electric Power Research Institute

Environmental Advisory Committee, Federal Energy Administration
Executive Committee, National Association of Regulatory Utility
Commissioners, and Chairman, Committee on Electric Energy

Economic Advisory Board, American Telephone & Telegraph Corporation
Economic Advisory Committee, U.S. Chamber of Commerce

Chairman, Tompkins County Economic Opportunity Corporation

Board of Trustees, Cornell University

Board of Editors, American Economic Review

Attorney General’'s National Committee to Study the Antitrust Laws

HONORS AND AWARDS:

Mar 1989
Feb 1989

Nov 1988

Apr 1986

Burton Gordon Feldman Award for Distinguished Public Service, Gordon
Public Policy Center, Brandeis University

Distinguished Service Award, Public Utility Research Center, University of
Florida

International Film and TV Festival of New York, Bronze Medal presented to
The Nightly Business Report/WPBT2 for Editorial/Opinion Series written by
Alfred E. Kahn

Harry E. Salzberg 1986 Honorary Medallion for outstanding achievement in the

field of transportation
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Oct 1984 Distinguished Transporation Research Award of the Transportation Research
Forum

1981-1982 Vice President, American Economic Association

1578 Richard T. Ely lecturer. American Economic Association, 1978

1978 Rejection Scroll, International Association of Professional Bureaucrats

Mayv 1985 State University of New York (Albany), DHL (Hon.)

May (983 Colgate University, LL.D. (Hon.)

June 1982 Northwestern University, LL.D. (Hon.)

May 1980 Ripon College, LL.D. (Hon.)

May 1979 University of Massachusetts, LL.D. (Hon.)

May 1978 Colby College, LL.D. (Hon.)

1977- Fellow of the American Academy of Arts and Sciences

1976 Distinguished Alumni Award, New York University

1976 American Economic Association, Section on Public Utilities and Transportation,
citation for distinguished contributions

1954-1955 Fulbright Fellowship, [taly

1935- Phi Beta Kappa

1639-1940 Yale-Brookings Fellow

BOOKS:

The Economics of Regulation, 2 volumes, John Wiley, 1970 and 1971.

Reprinted by The MIT

Press, 1988, with a new "Introduction: A Postscript, Seventeen Years After,” pp. xv-xxxvii.

Integration and Competition in the Petroleum Industry, (with Melvin G. DeChazeau), Petroleum
Monograph Series, Volume 3 (Yale University Press, 1959). Reprinted in 1971.

Fair Competition:

The Law and Economics of Antitrust Policy (with Joel B. Dirlam) (Cornell

University Press, 1954). Reprinted by Greenwood Press, 1970.

Great Britain in the World Economy (Columbia University Press, 1946). Reprinted in 1968.

MAJOR ARTICLES:

"The Pricing of Inputs Sold to Competitors: A Comment," in Yale Journal on Regulation, Vol.
11, No. 1, Winter 1994, pp. 225-240.

"Change, Challenge and Competition The Report of the National Commission to Ensure a Strong
Competitive Airline Industry, August 1993," Regulation, No. 3, 1993.

"The Competitive Consequences of Hub Dominance;

A Case Study,” in Review of Industrial

Organization, Vol. 8, 1993, pp. 381-405.

"Pricing of Telecommunications Services: A Comment,” in Review of Industrial Organization,
Vol. 8, 1993, pp. 39-41.

"The Purposes and Limitations of Economic Regulation; The Achievements and Problems of
Deregulation” and "Reflections and Conclusions on British and U.S. Experience: The Future of
Regulation,” in Incentive Regulation: Reviewing RPI-X & Promoting Competition, Proceedings
2, Based on papers presented at two CRI seminars in London on 4 June and !5 July 1992, CRI
(Centre for the Study of Regulated Industries), October 1992, pp. 1-17 and 93-104.
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"“Market Power Issues in Deregulated Industries,” in Antitrust Law Journal, Vol. 60, I[ssue 3,
American Bar Association, 1992, pp. 857-866.

"Regolamentazione e concorrenza nelle imprese de pubblica utilita: un <<inquadramento
teorico>>," L'INDUSTRIA / ns., a. XIII, n. 2, aprile-guigno 1992, pp. 147-166.

“Least cost planning generally and DSM in particular," in Resources and Energy 14 (1992),
Elsevier Science Publishers, North~Holland, pp. 177-185.

"Price Deregulation, Corporatization and Competition” (with M.J. Peck), in What is to be Done?
Proposals for the Soviet Transition to the Market, M.J. Peck and T.J. Richardson, eds., New

Haven: Yale University Press, [991.

"Thinking About Predation--A Personal Diary,” in Review of Industrial Organization, Vol. 6,
The Netherlands: Kluwer Academic Publishers, 1991, pp. 137-146.

"An Economically Rational Approach to Least-Cost Planning For Electric Power," The Electricity
Journal, Vol. 4, Number 5, June 1991, pp. 11-20.

“The Changing Focus of Electric Utility Regulation,” Research in Law and Economics, Richard
O. Zerbe, Jr., Victor P. Goldberg, eds., Vol. 13, JAI Press, Inc., Spring 1951, pp. 221-231.

"The Soviet Economic Crisis: Steps to Avert Collapse” (co-author), Executive Report 19,
International Institute for Applied Systems Analysis, Laxenburg, Austria, February 1991.

"Telecommunications, Competitiveness and Economic Development--What Makes Us
Competitive?", Public Utilities Fortnightly, Vol. 126, No. 6, September 13, 1990, pp. 12-19.

"Deregulation: Looking Backward and Looking Forward,” Yale Journal on Regulation, Vol. 7,
Spring 1990, pp. 325-354.

"Do We Need to Curb the Investments Foreigners are Making in the United States?" in The
Impact of Foreign Investment in the United States, Touche Ross & Co., June 1989.

"Innovative Pricing of Electricity," in New Dimensions in Pricing Electricity: Proceedings, Palo
Alto, CA: Electric Power Research Institute, April 1989.

"Competition: Past, Present and Future, Perception vs. Reality,” in Proceedings: [988 Utility
Strategic Issues Forum Planning in a Competitive Environment, Palo Alto, CA: Electric Power
Research Institute, March 1988.

"Thinking About The Record of Deregulation,” in The Donald S. MacNaughton Symposium
Proceedings 1987, Ecomomic Deregulation: Promise and Performance, Syracuse, NY: Syracuse
University, 1988, pp. 21-35.

"In Defense of Deregulation," in Cleared For Takeoff: Airline Labor Relations Since
Deregulation, Jean T, McKelvey, Editor, Ithaca, NY: Cornell University ILR Press, 1988, pp.
343-347."

"I Would Do It Again," Regulation, Number 2, Fall 1988, pp. 22-28.

"Airline Deregulation,” The Senior Economist, Joint Council on Economic Education, Spring
1988.
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"Airline Deregulation - A Mixed Bag, But a Clear Success Nevertheless," Transporation Law
Journal, Volume 16, No. 2, Spring 1988, pp. 229-251.

“Surprises of Airline Deregulation,” The American Economic Review. Papers and Proceedings,
Volume 78, No. 2, May 1988, pp. 316-322.

"Thoughts on the Past, Present, and Future of Telecommunications Regulation,” talk presented
to the Current Issues in Telephone Regulation conference at the University of Texas, Austin,
October 5, 1987, reprinted in Telecommunications Deregulation: Market Power and Cost
Allocation Issues, John R. Allison and Dennis L. Thomas, eds., Westport, CT: Quorum Books,
1990, pp. 259-268.

“The Future of Local Telephone Service: Technology and Public Policy,” Fishman Davidson
Center for the Study of the Service Sector, The Wharton School of the University of
Pennsylvania, Discussion Paper #22, June 1987. Reprinted in Toward The Year 2000, ITT Key
Issues Lecture Series, 1986, (New York: ITT Corp. 1987), pp. 86-99.

"Current Issues in Telecommunications Regulation: Pricing" (with William B. Shew), Yale
Journal on Regulation, Vol. 4: 191-256, Spring 1987.

"Deregulatory Schizophrenia,” California Law Review, Volume 75, Number 3, May 1987, pp.
1059-1068.

"A Critique of Proposed Changes," The Future of Electrical Energy: A Regional Perspective of
an Industry in Transition, Sidney Saltzman and Richard E. Schuler (eds.), Praeger Publishers,
New York, 1986, pp. 340-347.

"The Tyranny of Small Decisions and the Perils of Big Ones," in Allocation, Ethics. and
Innovation in Research and Public Policy, National Symposium on Science and Technology,
Cornell University, Washington, D.C., May, 20, 1986.

"The Theory and Application of Regulation," 4ntitrust Law Journal, Spring Meeting Issue, 1986,
Volume 55, Issue 1, pp. 177-184, from ABA Antitrust Section Annual Meeting.

"Transportation Deregulation...And All That," Honorary Salzberg Memorial Lecture, Syracuse
University School of Management, Syracuse, New York, April 1986. Reprinted, revised, in
Economic Development Quarterly, May 1987, Volume 1, Number 2, pp. 91-99.

"Frontier Issues in Telecommunications Regulation,” Mountain Beil Academic Seminar,
Lakewood, Colorado, August 1985.

"Telecommunications Regulation:. A Case Study of the Impact of a Technology on Social
Institutions,” for presentation at Cornell University Electrical Engineering Centennial Symposium,
Ithaca, New York, June 12, 1985.

"Public Policies for Our Telecommunications Future," in Funding the Future of
Telecommunications, a conference sponsored by Rensselaer Polytechnic Institute, supported by
the NYNEX Telephone Companies, Saratoga Springs, New York, June 3-5, 1985,

"Industrial Policy and Deregulation,” Federal Bar News & Journal, Washington, D.C., January
1985.
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First Distinguished Lecture on Economics in Government, "The Macroeconomic Consequences
of Sensible Microeconomic Policies,” Dallas, December 28, 1984. American Economic

Association meetings.

“The Regulatory Agenda,” and "Concluding Comments: The Future of Access," in Alan
Baughcum and Gerald R. Faulhaber, Telecommunications Access & Public Policy, Ablex
Publishing Corporation, Norwood, New Jersey, 1984, pp. 205-210 and pp. 245-253.

“The Uneasy Marriage of Regulation and Competition,” Telematics, Washington, D.C., September
1984,

“The Next Steps in Telecommunications Regulation and Research,” Public Utilities Fortnightly,
Arlington, VA, July 19, 1984.

"The Road to More Inteiligent Telephone Pricing," Yale Journal on Regulation, Volume 1,
Number 2, 1984, pp. 139-157.

"Telephone Deregulation: Two Views: A Needed Dose of Competition,” Challenge, March/April
1984, pp. 24-29.

"Economic Policies For The 80s,” Oppenstein Brothers Foundation Lecture, Rockhurst College
and the University of Missouri, Kansas City, April 19, 1983.

"The Relevance of Industrial Organization,” Industrial Organization, Antitrust, and Public Policy,
John V. Craven, ed., Kluwer-Nihjoff, 1983.

"Some Thoughts on Telephone Access Pricing,” National Economic Research Associates, April
1983.

"Deregulation: [ts Meaning and Implications for Antitrust Enforcement,” New York State Bar
Association, 1983 Antitrust Law Symposium, pp. 2-14.

"The Passing of the Public Utility Concept: A Reprise,” in Telecommunications Today and
Tomorrow, Eli Noam (ed.) Harcourt Brace Jovanovich, 1983.

"Deregulation and Vested Interestss The Case of Airlines," The Political Economy of
Deregulation, Roger G. Noll and Bruce M. Owen, eds., American Enterprise Institute Studies
in Government Regulation, 1983.

"An Alternative to Reaganomics," Increasing Understanding of Public Problems and Policies,
1982, Farm Foundation, January 1983.

"Utility Diversification," The Energy Journal, Volume 4, No. 1, January 1983, pp. 149-160.
"The Airline Industry: Is It Time to Reregulate?" Second Annual William A. Patterson
Transportation Lecture, The Transportation Center, Northwestern University. Published jointly
with National Economic Research Associates, 1982. Reprinted in The Worid Economy,
December 1982, London: Basil Blackwell, pp. 341-360.

"On Changing the Consumer Price Index, A Comment," Journal of Policy Analysis and
Management, Vol. 1| (Summer 1982), pp. 512-15.
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"The Political Feasibility of Regulatory Reform: How Did We Do It?" Reforming Social
Regulation: Alternative Public Policy Sirategies, Leroy Graymer and Frederick Thompson (eds.).

Sage Publications, 1982.

"The Reform of Government Regulation: Recent Progress in the United States,” University of
Leuven Press. Leuven, Belgium, [981.

"The New Merger Wave," N/E/R /A Topics, National Economic Research Associates, December
1981.

"Liberals Must Face Facts,” Challenge, Nov/Dec. 1981, pp. 25-32.

“Is Inflation Abating?" N/E/R/A Topics, National Economic Research Associates, November
1981.

"Utility Regulation Revisited," National Economic Research Associates: New York, 1981,
republished in Current Issues in Public Utility Economics: Essays in Honor of James C.
Bonbright, Albert L. Danielsen and David R. Kamerschen (eds.), Lexington, MA., D.C. Heath
and Company, 1983.

"Must We Live With Inflation Through the 1980s?" Major Issues of the 1980s Lecture Series.
Sponsored jointly by the Lowell Institute of Boston and Harvard University Extension, April

1981.

"Ethical Values in a Market System," Across the Board, The Conference Board, April 1981, pp.
57-63.

"Can Liberalism Survive Inflation?" The Economist, March 7, 1981, pp. 21-25.

"Health Care Economics: Paths to Structural Reform,” in Mancur Olson (ed.), 4 New Approach
to the Economics of Health Care, Washington, American Enterprise Institute, 1981.

"Regulation and the Imagination,” Proceedings of a Regulatory Council Conference, United States
Regulatory Council, July 22, 1980, pp. 1-9.

"Health Care and Inflation: Social Compassion and Efficient Choice,” National Journal, August
2, 1980, pp. 1294-97.

"A Paean to Legal Creativity" (with Michael Roach), Administrative Law Review, Washington,
D.C., Winter 1979, Volume 31, No. 1, pp. 97-114.

"Applications of Economics to an Imperfect World,” Regulation, Washington, D.C.,
November/December 1978, Volume 2, No. 6, pp. 17-27; The Richard T. Ely lecture, The
American Economic Review, Papers and Proceedings, Volume 69, No. 2, May 1979, pp. 1-13.

"The Changing Environment of International Air Commerce,” Air Law, (Netherlands Journal),
Yolume 3, No. 3, 1978.

"Deregulation of Air Transportation--Getting from Here to There,” Regulatin. Business: The

Search for an Optimum, Institute for Contemporary Studjes, San Francisco, Calilornia, 1978, pp.
37-63.
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"Load Control, Resource Conservation and King Charles’ Head,” Iowa State University
Regulating Conference. Proceedings, May 19, 1977, pp. 68-74.

"Recent Developments in Cost Analysis and Rate Design," Proceedings of the Third Annual
Symposium on Problems of Regulated [ndustries, Kansas City, Missouri, February 14, 1977, pp.

15-28.

*An Economist at Work on Utility Rate Regulation," a series of three articles, Public Utilities
Fortnightly, Washington, D.C., January 5, 19, and February 2, 1978.

"New Rate Structures in Communications” (with Charles A. Zielinski), Public Utilities
Fortnightly, March 25, 1976, pp. 19-24 and April 8, 1976, pp. 20-23.

"Efficient Rate Design: The Transition from Theory to Practice," Proceedings of the Symposium
on Rate Design Problems of Regulated Industries, February 23-26, 1975, Kansas City, Missouri,

pp. 34-51.

"Between Theory and Practice: Reflections of a Neophyte Public Utility Regulator," Public
Utilities Fortnightly, January 2, 1975, pp. 3-7.

"Economic Theory as a Guideline for Government Intervention and Control: Comment," Journa!
of Economic Issues, Vol. VIII, No. 2, June 1974.

"Market Power Inflation: A Conceptual Framework," in The Roots of Inflation, Burt Franklin
and Co., 1975.

"The Economics of the Electricity-Environmental Issue: A Primer,” P.I.P. National Environmental
Press Seminar, Minneapolis, Minnesota, May 3i-June 1, 1972,

"Evaluation of Economic Regulation: Discussion,” /bid, LXI (May 1971) 235-237.

"National Communications Policy: Discussion,” The American Economic Review, Papers and
Proceedings, Volume 60, May 1970, pp. 219-20.

"Dual Pricing in Southern Louisiana: A Reply,” Land Economics, XLVI (August 1970): 338-42.
"The Combined Effects of Prorationing, the Depletion Allowance and Import Quotas on the Cost
of Producing Crude Qil in the United States,” U.S. Senate, Committee on the Judiciary,
Subcommittee on Antitrust and Monopoly, 91st Congress, ist Session, Government Intervention
in the Market Mechanism, Hearings, The Petroleum Industry, Part 1, Washington, 1969,
Reproduced in Natural Resources Journal (January 1970) X:53-61.

“Incentives to Superior Performance: Pricing,” Harry Trebing (ed.), Performance Under
Regulation, Michigan State University Press, 1968.

"The Graduated Fair Return,”" The American Economic Review, March 1968.
"Cartels and Trade Associations,” Encyclopedia of the Social Sciences, 1968.

"The Merits of Reserving the Cost-Savings From Domestic Communications Satellites for Support
of Educational Television" (with Joel B. Dirlam), Yale Law Journal, Volume 77, No. 3, January

1968, pp. 494-520.

Consuireng Eccnomsts



